EXECUTIVE COMPENSATION 


Primary Questions revised 3 / 1/95 


M. Miles Severance 

1. Why was Michael Miles provided with retirement enhancements as 

severance? 

■ Committee's intention to provide a severance agreement 
consistent with similarly situated executives. 

■ Individual components of agreement were structured to fit 
Mr. Miles' circumstances. 

W. Murray Retirement 

2. Given Bill Murray's retirement, why did PM grant restricted stock to 

him in June 1 994? 

■ Award was in recognition of his promotion to Chairman and 
motivation to achieve specific Board-established objectives. 

■ On December 14, having met these objectives, he submitted 
his resignation to take early retirement. 

■ Vesting on the restricted stock award was then amended 
consistent with the terms of a non-competition agreement to 
insure assistance to the Chairman and CEO regarding 
business matters as needed. 

G. Bible Compensation 

3. How can you justify your level of pay? 

■ Company uses survey information to determine appropriate 
level. ( Hewitt Associates) 

■ We compare favorably within the industry and among our 
peer group. 


Source: https://www.industrydocuments.ucsf.edu/docs/qtbkOOOO 






4. Mr. Bible, why did you receive two stock options grants during 
1994? 

■ In recognition of my promotion to President and CEO in June, 
I was granted a non-qualified stock option for 250,000 
shares. 

■ In December, I was granted a non-qualified stock option for 
250,000 shares in recognition of my promotion to Chairman 
and Chief Executive. 

5. You were granted two premium priced stock options in 1994. How 
was the number of shares and the premium determined? 

■ Determination based on committee's collective judgment and 
knowledge of similarly situated executives. 

Base Salary 

6. Why did you and Bill Murray each receive base salary of $1.0 
million in 1 994? 

■ Committee's intention to acknowledge the significant 
responsibilities of our positions. 
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7. 


Will you exceed the $1.0 million base salary cap? 

■ Policy generally preserves the federal income tax 
deductibility of compensation paid to the extent feasible. 

■ Under certain circumstances, elements of annual 
compensation may cause the executive officers' income to 
exceed deductible limits, such as dividends paid in cash on 
restricted stock, perquisites, and income resulting from plans 
that do not discriminate in favor of executive officers. 

■ Committee retains authority to authorize other payments, 
including salary and bonus, that may not be deductible. 

G. Bible bonus 

8. Why did you receive a higher bonus in 1993 vs. the other covered 
officers? 

■ Bonus based on results of international food and tobacco 
units. 

■ Messrs. Murray, Bring, and Storr were awarded bonuses based 
on overall company results. 
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Executive Compensation 

9. How many of the top 5 executives will receive compensation 
greater than $1 million? Will the compensation paid to these 
executives be deductible under section 162(m) of the Omnibus 
Budget Reconciliation Act of 1993? 

■ For 1994, all of the top 5 executives reported in the 1995 
Proxy Statement will earn more than $1 million. 

■ Compensation Committee established objective performance 
goals for Annual Incentive bonuses paid in 1995 for 1994 
performance. 

■ This approach will ensure bonuses will continue to be tax 
deductible for PM. 

Executive Compensation to Stock Performance 

10. How has executives' compensation been affected by the stock 
price? 

■ Approximately 2/3 of compensation paid to the executive 
officer group is variable incentive compensation (stock-based 
and cash incentives, both long-term and short-term). 

■ When financial results do not meet benchmarks established 
by the Board of Directors, the executives' compensation 
reflects this. 

■ Two of the last three stock option grants made to executives 
(1991, 1992, 1993) currently have no value. This represents 
a significant potential loss of income. 
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Executive Stock Ownership Requirements 

1 1. What is PM's position on forcing top management employees to 
hold and own shares after exercising options? 

■ Do not believe we should require and force our senior 
executives to purchase and hold shares. 

■ We encourage ownership of company stock. 

Change-In-Control Agreements 

12. Why does PM continue to need change-in-control agreements for 
senior executives? 

■ Change-in-control severance and employment arrangements 
help recruit and retain key employees by assuring 
satisfaction of compensation and benefits expectations and 
requiring fair treatment in the event of a change-in-control. 

■ Reduces personal uncertainty and anxiety arising from a 
takeover situation. Helps assure full and impartial 
consideration of takeover proposals by management. 
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Compensation Committee Retaining an Outside Consultant 

13. Does the Compensation Committee retain a separate independent 

compensation consultant and if not, why? 

■ No, it's not necessary. 

■ Committee reviews compensation survey data and 
comparisons conducted by independent consultants (Hewitt 
Associates). 

■ Management recommendations and presentations to the 
Committee are previewed with independent consultants, who 
advise company regarding their appropriateness and 
reasonableness. 
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EXECUTIVE COMPENSATION 


Secondary Questions 


Management Incentives 

14. How much money is spent on management incentives? 

■ For 1994, $136.4 million spent for management bonuses. 

■ Shareholder approved plan allows up to 17% of the aggregate 
amount of cash dividends declared on the stock during the 
fiscal year to be spent on management incentives. 

■ $329.0 million is the maximum amount that could be 
credited to the Annual Incentive Reserve for 1994. 

Restricted Stock 

15. Do the restricted stock awards for covered officers comply with IRC 
Section 162(m)? 

■ Yes. Awards (and respective dividends) vest when the 
executive reaches age 65. 

■ Committee may elect to vest the shares prior to age 65. 

1 6. How many shares of Restricted Stock were awarded? 

■ 3,671,260 shares were awarded as Restricted Stock. 

■ 1992 Plan allows a maximum of 9 million shares. 

17. Does the current shareholder approved plan comply with IRC 
1 62(m)? 

■ Yes. Under the transition rules. 
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Employee Stock Options 


18. How many employees receive stock options? What is the dilution 
that results? 

■ Approximately 4,500 executives are eligible to received stock 
options each year. 

■ To date, 17.7 million shares have been'awarded as stock 
options and restricted stock, (2.1% of the total shares 
outstanding). 
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Restricted Stock Program 


19. Why did PM grant restricted stock to employees? Is this a change in 

policy? How was the size of the grant determined? 

■ Competitive analysis demonstrated that the stock based 
component of our compensation plan did not meet our 
competitive compensation design because'the last 3 years of 
stock option grants had essentially no value. 

■ Restricted stock was granted to employees otherwise eligible 
to receive stock options. 3,164 employees received 
3,671,260 shares. 

■ Grants were made to enhance employee motivation and help 
retain our most talented managers. 

■ Restricted stock granted has a 3-year vesting period. 
Employees granted restricted stock who leave before the 
expiration of the vesting period will forfeit their shares. 
During the vesting period, dividends will be paid and holders 
can vote their shares. 

■ Granting restricted stock in 1994 was an extraordinary event, 
not an ongoing policy. Types of stock awards to be used in 
1995 and future years will be subject to existing conditions. 

■ Grant size was determined by converting the competitive 
stock option grant to restricted shares using a 2.5 to 1 ratio. 

20. What was the expense recognized as the result of the restricted 

stock award? 

■ $191 million over three years. 


9 

Source: https://www.industrydocuments.ucsf.edu/docs/qtbkOOOO 


2048759157 





Determination of Executive Compensation 

21. How does PM determine and justify the level of executive 
compensation? 

■ Compensation Committee establishes the components of 
compensation that will be used. Each component has a 
different objective. 

— Base salary compensates the executive for performing 
their day-to-day responsibilities. 

— Annual bonus compensates the executive for superior 
achievements over the prior fiscal year. 

— Long-term bonus compensates the executive for 

achievement of long-range goals. 

— Stock plan links the executive directly to the 

shareholder, in that as the stock price increases, they 
benefit similarly. 

■ Only base salary is considered fixed. All other components 
are variable and subject to company performance, 
attainment of pre-set targets, and individual performance. 
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Compensation Elements 


22. How do all of the elements of compensation work? 

■ 1/3 of executive compensation is comprised of base salary. 
Base salary is based on: level of responsibility, time in 
position, prior experience, individual performance and 
salaries paid within the peer group. 

■ 2/3 is variable compensation consisting of cash bonuses and 
stock awards. 

— 1/2 of variable compensation is stock-based to link this 

element of pay directly to shareholder value. 

— Remaining variable compensation consists of annual 
and long-term cash bonuses subject to achievement of 
annual and long term financial strategic goals. 

Annual Incentive plan 

23. Why did the Compensation Committee establish objective 
performance goals for the 1994 Incentive Plan? What are the 
performance goals that were established by the Committee, and 
who is covered by the new plan? What is the approach for 1995? 

■ Compensation Committee established objective performance 
goals to comply with IRC Section 162(m). As such, 
compensation paid under the 1994 Annual Incentive Plan 
will qualify as "performance based" under the tax law and be 
deductible for federal income tax purposes. 

■ Growth in EPS was selected as the most appropriate measure 
for the performance goal for the 1994 plan. 

■ Similar approach taken with the 1995 Annual Incentive Plan. 
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Long-Term Incentive Plan (LTIP) 

24. Why was the Long-Term Incentive Plan concluded in 1994 after two 
years of a three year cycle? What were the payouts based on? Is 
there a new program? What is the basis for the award 
determination? 

■ Since the plan began in 1993, the dynamics of the business 
have changed, necessitating a change in plan focus. 

■ We implemented a plan designed to reward participants for 
the results they can impact. 

■ At the conclusion of the old plan, participants were eligible to 
receive 2/3 of the total payout of the 3-year cycle, based on 
performance. 

■ Award size was determined by the Compensation Committee 
based on an evaluation of the success in achieving financial 
objectives and strategic initiatives. Performance relative to 
the peer group was also considered. 

— Financial objectives for PM Corporate and each 

operating company include: IFO, cash flow, EPS, and 
return on equity. 

— Strategic objectives for each operating company 

include: market share, productivity and senior 

management succession planning. 

■ Awards for the 5 highest paid company officers were deferred 
until their retirement and will be deductible when paid. 

■ New plan utilizes similar measures, but results will be 
judged on specific operating unit performance rather than 
balance overall corporate and operating unit results. 
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25. 


What is the total LTIP award? How many participants are in the 
Plan? 


For the 1993-1994 performance cycle, $64.9 million was 
paid to 372 participants, including the Chairman, President 
and CEO. 

New plan began January 1, 1 995 and will continue through 
December 31, 1997. 346 individuals participate in the plan, 
representing approximately 1% of salaried employees. 


26. What changes were made to the 1995-1997 performance cycle of 
the LTIP? 



■ 


Performance weighting changed to 100% business unit 
performance vs. the prior design of 50% business units and 
50% overall company. 

1995-1997 performance cycle also includes a formula 
intended to result in performance-based compensation 
pursuant to IRC Section 162(m). 
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$1 Million Limit on deductible executive Officer Compensation 

27. The Compensation Committee Report states that the company's 
policy generally is to qualify compensation paid to its executive 
officers for federal income tax deductibility. However, the 
Committee retains the authority to pay compensation that may 
exceed the $1 million limit and be non-deductible. Can you 
explain why the company would pay non-deductible compensation? 

■ Committee believes that the federal tax law's limit on 
deductible compensation generally does not: 

— Serve shareholder's best interests 
— Necessarily improve executive performance 
— Link shareholder and executive interests. 

■ Committee needs ability to exercise discretion, based on its 
unique inside knowledge of the company's business 
operations and an individual's performance. To ignore or 
discourage discretion may reduce shareholder value. 

■ However, the Committee recognizes a fiscal responsibility to 
maximize tax deductible compensation. 

■ Decision to forego a tax deduction would only be made after 
the Committee ensures that the benefit to shareholders 
exceeds the cost. 

UNCONTROLLABLE EVENTS 

28. What do you consider to be controllable events? 

■ Events that are outside of the management control of the 
executive such as legal decisions and regulatory rulings that 
have serious negative results on the company's business. 
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Compensation Table 

29. Why do you list 6 executives in your Compensation Table for 1994? 

■ SEC requires that Michael Miles be listed because he held the 
position of CEO during the year. 

Accounting for Stock Options 

30. What will you do differently in light of FASB's ruling on accounting 
for Stock Options? 

■ We are presently reviewing the ruling. 

■ No current plans to change stock option plan. 
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EXECUTIVE COMPENSATION 


Background Questions 


Jim Kilts' Relocation Loan 

31. What is the agreement that Jim Kilts has? 

■ Prior to PM's acquisition of Kraft Inc., Mr. Kilts entered into 
an employment agreement which provided for lump sum 
cash payments upon termination of employment other than 
for cause. 

■ Following the acquisition of Kraft, these agreements were 
replaced with new ones which established deferred incentive 
payment accounts in lieu of the lump sum cash payments. 

COMPENSATION PHILOSOPHY 

32. What is PM's compensation philosophy? 

■ Compensation linked to company performance. 

■ Total compensation is targeted for the top quartile of 
compensation paid to executives of the peer group when 
company performance exceeds the median of that group. 

■ When company performance is at or near the peer group 
median, total compensation is targeted at or near the median 
level. 
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Compensation Committee 

33. Who is on the Compensation Committee? How often do they meet? 

What programs do they approve? 

■ Members of the Compensation Committee: 

— John S. Reed (Chairman) 

— Harold Brown 

— Robert E. R. Huntley 

— Rupert Murdoch 

— Stephen M. Wolf 

Paul W. Douglas retired from the Board this year. 

■ Committee met six times in 1994. 

■ Approves awards under the 1992 Incentive Compensation 
Stock Option Plan, approves base salary increases for the 
covered officers and reviews the salaries of other senior 
executives. 

■ Reviews senior executive succession and recommends 
executive appointments to the Board of Directors with respect 
to the position of the Chairman and CEO. 

Severance Policy 

34. Do you have a separate senior executive severance policy? 

■ No. The company operates with a general severance policy 
and makes necessary adjustments as warranted based on the 
circumstances. 

Pension Plans 

35. Why do you have two pension plans? 

■ Company has a number of pension plans targeted to be 
competitive with the industries in which the unit competes. 
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Pay Practices 


36. Are PM pay practices similar around the world and similar across 
operating units? 

■ Yes. 


Salary Ratio 

37. What is the relationship of CEO salary to a typical employee's 
salary? 

- 26.5 to 1 

■ Peer group ratio is 40.8 to 1. (Hewitt Associates ) 
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